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"The power to become habituated to his surroundings is a marked characteristic of mankind.“

John Maynard Keynes
The Economic Consequences of the Peace, 1921

This month I will attempt to answer the entrance examination for the Chinese civil service. That is to say, I will attempt to tell you everything 
that I know. In doing so, I will argue that this year's rally in inflationary assets, from emerging stock markets to industrial commodities to the fall 
in the US dollar, could be a FAKE. Let me explain why.

But first, I am indebted to Scott Sumner, professor of economics at the University of Bentley, and his essay on the economic lessons that can 
be drawn from timelessness in art (see http://blogsandwikis.bentley.edu/themoneyillusion/?p=2542). It is a theme that I will constantly revisit in 
my arguments below. 
Sumner is able to take us from the Flemish forger, Van Meegeren, and his horrendous 
reproductions of the Dutch painter, Vermeer, to the notion that every recession seems 
unique and special to its protagonists. So just how did Van Meegeren fool the Nazis with 
paintings that today look so awful, so un-Vermeer? Jonathan Lopez, the noted art historian, 
argues that a FAKE succeeds owing to its power to sway the contemporary mind. Or in other 
words, the best forgeries tend to pay homage to the tastes and prejudices of their time. The 
present is so seductive.

However, forget the art world. Controlling the psyche of this generation of investor is the 
indelible mark of the falling dollar and the associated fear of inflation. Monetary inflation has 
been the distinguishing feature of the last ten years, and it is now firmly embedded in the
contemporary mind. I am sure I need not remind you that gold, along with just about every other commodity, has at least quadrupled in price 
since 1999. You already know my explanation for why this has happened.

The spectacular rise in the Chinese trade surplus, predominantly with America, to $320bn per annum at its peak in 2007, and the mercantilist 
desire to prevent currency appreciation drove the Asians and the sheiks to buy Treasuries and print their own currencies. The ability of 
fractional reserve banking to leverage this liquidity many times over provided the monetary mo-jo to instigate ever higher commodity prices. In 
other words, quantitative easing, masquerading as a cheap but fixed currency regime, has succeeded where Japan's orthodox version has 
failed. The QE succeeded because, amongst other features, it raised the velocity of monetary circulation.

However, it was not always like this. As an example, ten years ago it was unthinkable that the dollar would prove so fragile. Recall that back 
then, when the euro was first launched in 1999, it promptly lost 31% of its value against the greenback. The subsequent reconstruction of 
modern China, though, intervened. In order to finance the emergence of a new economic superpower, an abundance of dollars was needed. 
Have no doubt that had we not had the dollar as a reserve currency, the rise of China would not have been as swift nor as decisive.

The Yellow Brick Road

Consider another economy needing to be rebuilt: that of the United States in 1865, the post Civil War era. The rebirth of the American 
economy was funded from the monetary rectitude of the gold standard, not from the generosity of a foreign and infinitely expandable paper 
currency. However, all of this occurred before the discovery of cyanide for heap-leaching and the opening up of the huge South African gold 
fields. In other words, hard money was in tight supply and the recovery was neither swift nor decisive. Indeed, 30 years later, during the 
presidential election campaign of 1896, Williams Jennings Bryan was still hotly contesting its merits. He railed against the persistent price 
deflation and argued that the economy was burdened by a “cross of gold” (see The Eclectica Fund Report, December 2005).

Perhaps I Should Stick to the Twenty-First Century?

My previous investment letter attempted to explain the subtleties of the Triffen dilemma and the dollar's pre-eminent role in regenerating 
modern day economies. Let me repeat once more: lots of dollars were required, and duly delivered, to build modern China. They did not have 
to wait on the vagaries of a gold discovery to promote and sustain their economic engine. Instead, they required the willingness of their trade 
partners to run trade deficits. The US delivered and, partly as a consequence, the Fed's broader trade weighted dollar index has now fallen   
20% since its peak in 2002 (the narrower DXY index compiled by the Intercontinental Exchange has fallen more, but excludes the renminbi 
and overstates the role of the euro). In return, the world has a new $4trn trading partner: China. 

Heady stuff, but not without precedent: recall the Marshall Plan, a watershed American aid program that assisted the reconstruction of the  
Western European economy during the 1950s and 60s. This was further augmented by America’s willingness to run trade deficits, the modern 
day equivalent to a gold discovery, which became necessary to sustain the emergence of the new economic trading bloc . This resulted in the 
dollar's huge devaluation versus gold in the 1970s. However, back then, the broad trade weighted index kept rising. This time it has fallen 
sharply. 

http://blogsandwikis.bentley.edu/themoneyillusion/?p=2542
http://upload.wikimedia.org/wikipedia/en/2/2c/Goering1932.jpg
http://upload.wikimedia.org/wikipedia/commons/6/66/Johannes_Vermeer_%281632-1675%29_-_The_Girl_With_The_Pearl_Earring_%281665%29.jpg
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What an Ungrateful Lot We Are?

The dollar's role as the world's sole reserve currency has both assisted and accelerated the development of work trade. America’s trading 
partners have come to rely upon the bounty of dollars necessary to recycle their trade surpluses and thus finance their growing prosperity. This 
was done even at the expense of domestic American job losses. Replace the dollar with IMF special drawing rights; I hear your retort. Sure, 
but have you ever bought a cup of coffee with an accounting identity? And, fundamentally that argument still suffers from the dearth of any 
other major economy showing any willingness to sacrifice its short term economic standing for the longer-term mutual benefit of having 
enriched trading partners. 

Do not forget that the Chinese could replicate equivalent currency baskets to SDRs at any moment. Instead, they continue to recycle almost 
three quarters of their trade surplus back into dollars. This is not coercion but simple commercial pragmatism. They know full well that neither 
Europe nor Japan nor Britain nor Switzerland nor the rest of Asia are willing to sacrifice the implicit loss of manufacturing jobs. They 
understand that it is only the US that is willing to embrace the benefits of comparative advantage that arise from international trade. Have you 
ever asked yourself why car prices in America are so low compared with those in Europe? This is my point.

I keep hearing that a dollar devaluation would help matters. I agree; it has. Let me say it again; we have already had the devaluation. That is 
what the last five years were all about. Now with China rebuilt, and the trade deficit in full retreat (note the -47% contribution from net exports 
to China's GDP growth in the first 9 months of this year), there are less dollar bills being exported overseas to ungrateful recipients. Is it not 
time we drop our fascination with the present and consider the future? Is it really inconceivable that the dollar could now strengthen?

Women in Love, Investors in Love. What's the Difference?

Of course this is a minority view. Investors have reacted to last year's deflationary traumas by insisting that it is business as usual. They 
behave like D.H. Lawrence's coal miner Gerald from the novel Women in Love, who, just days after his father's funeral, steals into his former 
lover's bedroom and, "…into her he poured all his pent-up darkness and corrosive heat, and he was whole again." Or was he? The trouble is 
that we are so anchored to the recent past. Investors are fearful of what now seems so familiar and recognisable; at what they perceive as the 
reckless behaviour of our monetary authorities. "Inflation is a monetary phenomenon" is their Friedmanite dogma. Their salvation can only be 
found in the safe sanctuary of gold and the embrace of risky assets, but are they truly safe?

This is my home. Don't be so sure about anything, Big Horace. Not about anything in this world.

The Orphan's Home Cycle
Horton Foote

And so, just as the Church of England commissioners became convinced by the cult of equity way back in the whimsical days of 1999 and 
went 100% long the stock market, investors today recant a new mantra of, “anything but the dollar (A-B-D)”. Inflation bets are all the rage. 
Some would insist that it is their fiduciary duty to protect their clients' capital; I say tell that to the Church of England pension fund, whose 
assets today are just £461m against liabilities of £813m. Austerity beckons for the clergymen; heaven will have to pay their stipend. 

But the spell cast by a contemporary cult is hard to resist. Take another august body, the Harvard Endowment Fund. Not typically renowned as 
a hotbed of reactionary fervour, the fund is nevertheless radical in its construction and has come to typify the A-B-D stance. 

Harvard’s position could well be construed as a one-way bet. Almost half of the fund is invested in emerging market equities, commodities, 
real-estate, private equity and junk bonds. It is as though the rap artist 50 Cent has taken over the advisory board. The fund is going to, “get 
rich or die tryin’". 

Harvard Investment Portfolio, Fiscal Year 2010
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Is this not a reincarnation of the 1980 trade of the brothers Hunt? It is hardly an exaggeration to 
suggest that China, for all intensive purposes, is already the commodity market. For despite 
providing less than 8% of global GDP, China accounts for more than half of the world's steel 
production and more than half of global seaborne iron ore freight. Indeed, this peculiarity is 
circular in nature. Consider that a modern aluminium plant requires 25% of the project's cost to 
be spent on buying aluminium in the first place. And remember that investments in fixed capital 
formation (think new aluminium plants et al.) have made up 95% of Chinese GDP growth this 
year. China Inc. is Commodities Inc.

Accordingly, China shares the same risk as the world's largest pension schemes. An over- 
leveraged American consumer does not return to his/her manic buying of old. As William 
White, former chief economist of the BIS, has argued:

Many countries that relied heavily on exports as a growth strategy are now geared up to 
provide goods and services to heavily indebted countries that no longer have the will or the 

means to buy them.

Surely, the Chinese stash of Treasuries is a prudent elimination of the fat tail risk that private 
sector deleveraging in the west ends up killing the golden goose of the trade surplus. But 
instead, in exercising good ol’ Texan tradition, they have opted, like the Hunt brothers did, to 
double up. It is the old dice game, Mort Subite, played by the employees of the National Bank 
of Belgium in the busy lunch time cafés of Brussels in 1910. If the players didn't have time to 
complete their business, they played a final round with a sudden ending where the loser would 
be pronounced dead.

Much is made of the comparison between today’s balance sheet recession and Japan's demise back in 1989. Despite their bubble never 
coming close to matching China’s prominence in industrial commodities, the loss of Japanese economic growth in the 1990s was nevertheless 
a major factor in the waterfall crash in commodities. This plunge ultimately saw oil trade for as little as $10 per barrel in the next decade. Just 
consider how much more devastating the experience would have been had they gone very long the commodity market in 1989 rather than golf 
courses and Rockefeller Centre. At least the Harvard endowment scheme did not share their enthusiasm for golf. But, this time around, I fear a 
Mort Subite beckons for the losers in Asia and the pension market.

Last Orders: Inflation or Deflation?

If a poet knows more about a horse than he does about heaven, 
he might better stick to the horse... the horse might carry him to heaven.

Charles Ives

I am now going to return to the torturous and binary debate concerning inflation. As you know, I am in the deflation camp for now, and we own 
a modest amount of government bonds and a series of asymmetric bets which would receive a boost from a return to some form of risk 
aversion. You could say that I am sticking to my horse. 

My intellectual foes, on the other hand, are adamant that long duration government bonds are a short. I even hear that some Wall Street 
legends are so convinced of the argument made by the likes of Niall Ferguson that they personally own Treasury put options and are actively 
counselling others to do the same. The argument can be condensed into just two fears.

First, they will suggest that 4.5% is not an adequate return for lending your money to the profligate United States for 30 years. I agree 
wholeheartedly. Again, I fear it is my accent, but let me stress once more that I do not propose that anyone adopt a buy-and-hold policy for the 
next thirty years in bonds. However, a nominal rate of 4.5% might prove very profitable over the coming year should breakeven inflation 
expectations head south again.

Second, the bears contend, a lower Chinese trade surplus will eliminate a very large source of Treasury buyers at a time of burgeoning supply. 
Again, we find ourselves agreeing vigorously. However, it is our contention that US savings are heading north over the months and years to 
come. And an America that saves is an America that does not run a current account deficit. It is an American that can finance its own spending 
domestically. The US produced a small surplus back in the 1990-91 recession, so why not again?

Silver 
1977 - 1983

We, on the other hand, approach risk by considering the worst possible outcome. For a current pension scheme the greatest torment would be 
a repeat of last year's final quarter when 30 year Treasuries yielded just 2.5%. This would require a CAGR of 20% or more from the fund's 
riskier assets at precisely the time that their future returns would seem most questionable; insolvency would beckon. And yet, they blithely run 
the risk of ruination.

Of course, they are not alone. Another popular argument is that the emerging economies have to urgently diversify their immense dollar 
reserves. And so the Chinese are colonising the African continent in the pursuit of commodities and the Indian government has just agreed to 
buy 200 tons of the IMF's gold hoard.

Source: Bloomberg
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As a consequence the Chinese surplus is set to fall further and, with fewer dollars needing to be recycled to maintain the currency peg, their 
demand for Treasuries will continue to shrink. Now this is potentially a huge headache owing to the massive projected American budget 
deficits for this year and next, and the Treasury’s desire to extend the maturity of the existing stock of government bonds which is becoming 
perilously short dated. Some estimate new issuance of around $2.5trn for the upcoming year. Perhaps, it is better that we buy those Treasury 
put options after all?

American Gothic

Or is it? I have quoted Don Coxe's definition of a bull market before and I intend to do so again. “The most 
exciting returns are to be had from an asset class where those who know it best, love it least.” On this point, 
America has fallen out of love with its own currency and bond market. Foreigners own over half of the 
outstanding Treasury stock. But, like I said, I think events could reignite some of the natives’ old amour. 

It is almost like declaring an enthusiasm for Say's Law. Think of it this way, a greater supply of Treasuries would 
be a very obvious by-product of weaker than anticipated economic growth. And in this environment risk aversion 
stimulates the investment desire for risk free assets. So, in a round about way, there are circumstances when 
supply and demand can match in the bond market. But weaker economic growth? Surely the governments’ 
interventions this year have remedied the economy? 

The surprise might concern the role that rising leverage has played in boosting GDP and in anchoring investors’ expectations to an unrealistic 
level of nominal GDP. Over the last decade, each marginal dollar of debt has generated less and less marginal income. We knew that there 
would be a "zero-hour" for the economy when the creation of new debt would not contribute to GDP growth. The government’s reaction to last 
year’s demand shock has been to increase its own leverage. But, with the economy operating at its zero-hour, we believe this incremental 
leverage will actually have a negative impact. That is to say, the public sector will fail in its attempt to bring the economy back to its previous 
level of nominal GDP. In this scenario, the outcome will disappoint the market’s expectations, which are rampantly bullish as evidenced by this 
year’s dramatic re-pricing of risk assets.

This zero-hour for America has perhaps arrived sooner than many had  
anticipated. It was heralded by the Japanese experience. Japan is the 
bogeyman that confronts all academic thinkers, regardless of creed, from 
Krugman to Ferguson, as well as all who would choose to intervene in the 
workings of the economy. In a debate I had with Mr. Ferguson in London last 
month, he claimed that Japan was an extreme outlier and could be ignored. 
Really?

No sex, no drugs, no wine, no woman, no fun, no sin, no wonder it’s dark
Everyone around me is a total stranger. 
Everyone avoids me like a psyched loan-ranger
That's why I'm turning Japanese, 
I think I'm turning Japanese, 
I really think so

The Vapors, 1980 

Japan has championed both Friedman and Keynes. They have built bridges 
to nowhere and dropped ¥en notes from helicopters for twenty years and still

they have nothing to show for it. Clearly the additional return from ¥en debt in Japan is close to zero and it exposes the nightmare of 
interventionists everywhere: it may just be that there are no policy remedies for a debt deflation. So to elaborate further, our chances of 
financial success are greatest under conditions where investors believe government spending will succeed but in reality it fails. 

However, where will the demand for all of this additional government debt come from? Let us review the Fed's Z1 numbers. The US has 
household wealth of some $67trn. Of that, $20trn is accounted for by real estate and is perhaps out of bounds for our purposes. But $8trn is 
held in the form of private pensions and insurance funds. And yet, remarkably, these institutions presently allocate just $630bn to Treasuries et 
al. Households have a further $22trn in time deposits and other financial assets. But again they own just $500bn of Treasuries, and commercial 
banks own a tiny $130bn or, 1% of their total asset base of $12trn.

Consider that in 1952, at the very end of the supernova bond bull market formed from the ashes of the Great Depression and the Liberty Bonds 
that financed the Second World War, US banks held 40% of their gross assets in Treasuries. That is a potential $5trn of demand from this one 
source alone, albeit spread out over a number of years. And again, the Japan experience lends support. Japanese financial institutions have 
quadrupled the percentage of their assets held in JGBs. Furthermore, their households have lifted their government bond weightings five-fold 
over the last ten years. Should the same pattern repeat itself stateside, American households would need to buy another $2.5trn, but again, 
over ten years.

http://market-ticker.denninger.net/archives/703-Uh-Oh.....-Monetary-Flat-Spin.html

http://market-ticker.denninger.net/archives/703-Uh-Oh.....-Monetary-Flat-Spin.html
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And let us not forget that a trend of rising prices allied to the most basic human emotion of avarice encouraged commercial banks and other 
financial institutions to buy $3.2trn of questionable mortgage backed securities in 2004, $1.9trn in 2005, $2.2trn in 2006 and $2.1trn in 2007. 
So it is not inconceivable, at least in my mind, that financial institutions, and notable amongst them the nation’s pension and endowment 
schemes, could be motivated by another basic human emotion, namely fear for their own survival, to snap up all these new government 
bonds. Perhaps in the end supply will create its own demand.

In Bernie We Trust?

This is why China's mad dash for commodities and its investment 
splurge this year is so worrying. In my marketing presentations I show a 
picture of Madoff superimposed on a dollar bill and ask, "…in Bernie we 
trust?" My point is that if the hedge fund fraudster had been given the 
responsibility for US GDP accounting, he would surely have overstated 
the figure. And in a similar way, the rise in leverage has probably  
misrepresented the truly recurring nature of nominal GDP. Now, if we 
repeat the Japanese experience then it is possible that nominal US GDP 
will rise from $14trn today to perhaps just $16trn in ten years time. Along 
similar lines, the German government does not anticipate its economy 
exceeding its previous GDP high until 2014. And yet it is as though the 
other surplus countries are behaving like Bernie’s former investors who, 
believing in the stated NAV and its promise of more of the same (i.e., 
predictable and attractive compound growth rates), were happy to spend 
lavishly. The Chinese are building capacity to meet a world where US 
nominal GDP is $25trn in ten years time. I fear they could be in for a 
nasty shock.

What Do I Mean?

Consider the steel market. The homogeneous nature of steel, as well as 
other factors such as its price-to-density, allows for the export of the 
finished good across trade boundaries. Now with China having been on 
such an expansionary tear, it may not surprise you to hear that finished 
Chinese steel prices today trade below their production cost.  
Furthermore, import license applications to sell steel in the US, the 
world's largest export market, rose 24% last month. Now, mostly this 
comes from Mexican and Korean producers, but clearly there is the  
implicit threat that their Chinese competitors might also be tempted.

But the Economy is Growing?

Clearly it would be inappropriate to annualise the production of the US steel industry in the fourth quarter of last year when capacity utilisation 
plummeted to just 32%. So consider, instead, the annual run rate this year from January to August. This was a period of stabilisation in 
tandem with the cash-for-clunkers program, which boosted the industry's largest customer, the car sector. It is quite chilling to note that steel 
production in America is on a par with output back in 1938, when GDP was a mere 7% of its current size. The industry's run rate dropped to a 
paltry 13% during the Great Depression. However, output only troughed at its 1908 level; a twenty year retracement that is a far cry from our 
70 year retracement. So the physical developments in the western steel markets should raise some concern. However, with an active steel 
futures market in China turning over $15bn a day (consult the Bloomberg page <RBTA CMDY CT>), speculative fears concerning the dollar 
have overcome the paucity of industrial demand in the west.
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Again, it all really comes down to your take on the ratio of total debt-to-GDP. If you 
believe, like I do, that it peaked in 2007 then the repercussions are enormous. The 
leverage does not necessarily have to come down (after peaking in 1932 at 300% 
it troughed 20 years later at 150%). Rather, it may well be that low interest rates 
allow the mountain of debt to continue to be serviced. This has been the Japanese 
experience to date. However, everything in our economic life exists at the margin, 
and the consequences of just maintaining the leverage constant would be a very 
low delta in nominal GDP growth. Consider that the Japanese, under these very 
circumstances, have managed to grow nominal GDP at just 1% compound since 
1990.

Source: Bloomberg

Source: US Federal Reserve, Census Bureau
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Of course, it is not just steel. Consider the aluminium market. We recently had a very bearish meeting with the Norwegian company Norsk 
Hydro. Admittedly, their strong petro-currency does not help and you have to discount the solace I seek in finding people even more miserable 
than myself. Even so, the aluminium situation mimics that of steel, but with an even mightier inventory overhang. Four and a half million tons 
reside at the London Metal Exchange, perhaps 20% of world ex-China annual capacity. It is probable that 75% of this surplus stock is 
accounted for by financial players exploiting a contango.

Does Life Imitate Art?

The advocates of Prechter's socio-economics would not be surprised to hear that the Romanian writer Herta Mueller has been awarded this 
year's Nobel Prize for literature for her work depicting "the landscape of the dispossessed". In a Los Angeles Times review of her book, The 
Appointment, they noted,

"...it is sometimes difficult to tell whether we are reading about people driven mad by a mad regime or people who may not have had all their 
marbles in the first place.“

My partner, Mr. Lee, reflected on this as he sat in the chilly offices of Norsk Hydro last week watching the snow fall outside. The Norwegians 
continued with their tale of woe: a couple of million tonnes of inventory remains unaccounted for on the world stage and are believed to be 
hidden in cheaper warehouses in Russia. The rationale behind this is the same as the rationale used by LME speculators. Furthermore, the 
big Russian players like Rusal are under intense pressure from Putin not to cut capacity (check out ‘Putin bitch slaps Deripaska’ on 
http://www.youtube.com/watch?v=PprlM5R3Hbg), and are rumoured to be surviving only by not paying their electricity bills.

To make matters even worse, the Chinese have stopped importing and are eager to ramp up domestic aluminium production. They have the   
capacity to produce another 13mt annually, which is equivalent to 52% of global production. Lastly, there is the fact that Rio Tinto bought Alcan 
right at the very top of the cycle, though they dare not admit it is a terrible business.  

Poor Old Norsk Hydro?

Who would want to share a stage with so many mad villains? The Norwegians noted that construction demand had just taken another leg 
down as buildings started pre-crisis are now finished whilst no further pipeline exists outside of China. Even Ryanair are talking about 
suspending their aggressive growth plans and may delay the purchase of more planes. 

The Norwegians suffer the most pain at present, but if the dollar were to strengthen Alcoa could conceivably go bust. Their dollar cost is the 
company’s only competitive advantage. Let us not forget Alcoa has the most exposure to aircraft construction and still has $10bn of gross debt 
lording over an almost equivalent market cap. Imagine that we have not even considered their pension liabilities. Yet the Alcoa CDS trades at 
200 basis points, down from its high of 1200 earlier this year. Why?!

“May sorrow break these chains of my sufferings, for pity's sake”

Lascia ch'io pianga
Handel

Now remember I have been describing a positive macro scenario: a world in which low interest rates make the debt load manageable and that 
we muddle through with lower growth rates in nominal GDP. But clearly the consequences for corporate profitability are very poor. The 
alarming thing is that my opponents (see Ferguson et al.) believe that government bond yields are going much higher. Effectively, the world's 
bond vigilantes are going to punish the Fed and tighten monetary policy. It is almost as if the world's greatest speculators are agitating for their 
own demise. It is my contention that the leverage of the economy is only tenable if interest rates stay low and yet, whilst I believe some of 
them agree, they still fervently expect a rise. 

Je consens, ou plutôt j'aspire à ma ruine.

Pierre Corneille
Polyeucte, 1642

Do not forget that the US does not share the distinction of the British or Australian housing markets. According to FSA data, 55% of UK 
mortgages are fixed rate and 45% are floating. The latter have, of course, collapsed and have proven a boon for disposable income. We must 
remember, however, that British fixed rates are determined by two and three year swap rates; so effectively the entire stock of UK mortgages 
are determined by the central bank and could be thought of as floating. In the US, however, things are very different. Total single-family 
mortgages outstanding are $11trn but $9trn is fixed to the prevailing 30 year Treasury yield. Banks just do not offer variable rate or teaser 
mortgages anymore. You might say that the American housing market hangs by the tender threads of the bond market's generosity. Lose it, 
and let us say that the markets demand 6% yields on 30 year durations and mortgage rates would then shoot back up to 7%. And, I would 
argue, the economy would come to a crashing halt. Do speculators really want this to happen?

Perhaps I am describing a pressure cooker. The private sector's debt may be sustained by maintaining low nominal interest rates. But the 
pressure from so much issuance at a time of great reluctance from financial institutions to purchase bonds could break the stalemate. And

http://www.youtube.com/watch?v=PprlM5R3Hbg
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Conclusion and Investment Review: The Augustus Gloop Song

Oompa loompa doompety doo 
I've got a perfect puzzle for you 
Oompa loompa doompety dee 
If you are wise you'll listen to me

I now return to Japan. Sometimes I find myself sounding like an apologist for Bernanke and big government. In my debate with Mr. Ferguson it 
was expected that I would represent Paul Krugman (yuck!) so let me attempt to clear any misapprehensions. I think our present lot of 
politicians and government officials are "filthy". There are no limits as to how far they are willing to go in order to prevent a market inspired 
liquidation of all the economy's rotten apples. After all, that is what deflation is all about. The government insists it understands the policy 
gaffes of the 1930s and has assured everyone that these will not happen again.

I want to punish them for this monstrous nonsense and their intellectual arrogance as much as you do. I want nothing to do with them. I want 
to watch them squeal as higher and higher gold prices rebuke their interventionist ways. But I also want to make money; lots of money. I 
simply do not want to do this in a manner in which my errors could cost the Fund a great deal of money and heartbreak. So I fall back on my 
old argument. It is perhaps too subtle, but at its core lies today’s most pertinent question. What if Bernanke, the Chinese, Putin, Obama, his 
Congress, and all the other interventionists, are simply impotent? What if they do not matter? Perhaps it is the debt, stupid. Perhaps the 
incremental GDP from all of this additional stimulus spending is zero. And, as Japan has foretold, perhaps all of this year’s interventions will be 
unable to lift the global economy from its funk. If this is so, you will not require all those inflation hedges; you have been sold a FAKE.

But first, it may require the spectacle of seeing Japan implode and so we have been actively positioning the Fund to profit from such a 
scenario. As many of you know, the fiscal situation in Japan is rapidly rising out of control. Government tax receipts are down 14% over the 
last 12 months; government spending is twice the receipts and the trade surplus appears structurally impaired. We have to go back to 1991 to 
find the last time they ran a primary surplus sufficient to meet their national debt’s interest payments. Today they would need the equivalent of 
4.4% of GDP. Failing this, and assuming they do not shorten the debt maturity of the JGBs that they sell to the public, then the ratio of public 
debt to GDP is guaranteed to rise further. It is currently 196% of GDP with the IMF estimating that it will rise to 234% by 2014. 

This situation has not gone unnoticed. The sovereign dollar default swap has doubled to 75bps since August, and Japan is now the most   
expensive credit to insure against a dollar default in the G10. However, we have been active buyers of corporate debt default swaps. We find it 
remarkable that one can insure highly leveraged utilities at 23bps despite their considerable yen debt. Consider the Tokyo Electric Power Co. 
(9501 JP) with a market capitalisation of $32bn and net debt of $81bn. The debt is 7x EBITDA, the interest cover is 1.9x, and the average 
interest cost for now is thankfully just 1.9% p.a.

The Japanese government has been sensible in one area; two thirds of all their 
JGB issuance has been in maturities of ten years or more whereas the US has 
a skew to shorter dated issuance. However, it is probable that the public sector 
in Japan is crowding out the private sector from the long end, for whilst only 
24% of the government debt is of 2-5 year maturity, the corresponding figure 
for the utility company is 57%. Furthermore, they are dependent on 70% of their 
debt being sourced from non-banking sources, i.e., from the market place. 
Clearly there are two prominent risks: debt rollover and higher interest rates. 
The “cheap” risk is a normalisation of interest rates brought about by a dearth 
of buyers at these levels. Should Tokyo Electric’s interest cost double to 4.6%, 
the company’s EBITDA-less-CAPEX would just cover the interest bill. What 
cost would credit underwriters insist for the CDS in this scenario? 

We have a notional exposure representing almost 40% of the Fund’s NAV. It represents a large notional risk exposure with a quantifiable and 
manageable downside loss of just 9 bps of the Fund’s NAV every year for five years. However, the potential return to the Fund in the event of 
a default would be 23% of NAV, or 250x our annual outlay. Whilst we would still make 1% point of NAV should it trade in line with the 
sovereign credit risk, or 10x our annual cost. We might get rich but we certainly will not die tryin’.

The above is typical of our portfolio today. Gone are the cavalier days of large gross exposures across multiple asset classes and large 
monthly volatility. Instead we own a basket of cheap sovereign and corporate default swaps and the asymmetry of interest rate option 
packages which enjoy high pay-offs should the enormous debt load of the private sector keep rates lower for longer. I began this lengthy letter 
quoting from Keynes’ Economic Consequences of the Peace. With the benefit of hindsight, future historians might conclude that the major 
blunder of last year’s bailout was the failure to reduce or even address the economy’s debt burden. If this turns out to be the case, I believe 
that the Fund is well positioned to make money.

9501 JT Share Price
9501 JT 5yr $ CDS

Why are they correlated?

Source: Bloomberg

What do you get when you guzzle down sweets 
Eating as much as an elephant eats 
What are you at, getting terribly fat 
What do you think will come of that…

Oompa loompa doompety da 
If you're not greedy, you will go far

Charlie and the Chocolate Factory
Roald Dahl, 1964

with it the ominous precedent of 1931, outlined in our February report, when a back up in ten year Treasury yields from 3.1% to 4.4% 
undoubtedly accelerated the rate of deflation in the US economy.

Source: Bloomberg
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This document is being issued by Eclectica Asset Management LLP ("EAM"), which is authorised and regulated by the Financial Services Authority. The 
information contained in this document relates to the promotion of shares in one or more unrecognised collective investment schemes managed by EAM (the 
"Funds"). The promotion of the Funds and the distribution of this document in the United Kingdom is restricted by law. This document is being issued by EAM to 
and/or is directed at persons who are both (a) professional clients or eligible counterparties for the purposes of the Financial Services Authority's Conduct of 
Business Sourcebook ("COBS") and (b) of a kind to whom the Funds may lawfully be promoted by a person authorised under the Act (an "authorised person") by 
virtue of Section 238(5) of the Financial Services and Markets Act 2000 (the "Act") Chapter 4.12 of COBS. No recipient of this document may distribute it to any 
other person. No representation, warranty or undertaking, express or implied, is given as to the accuracy or completeness of, and no liability is accepted for, the 
information or opinions contained in this document by any of EAM, any of the funds managed by EAM or their respective directors. This does not exclude or 
restrict any duty or liability that EAM has to its customers under the UK regulatory system. This document does not constitute or form part of any offer to issue or 
sell, or any solicitation of any offer to subscribe or purchase, any securities mentioned herein nor shall it or the fact of its distribution form the basis of, or be relied 
on in connection with, any contract therefor. Recipients of this document who intend to apply for securities are reminded that any such application may be made 
solely on the basis of the information and opinions contained in the relevant prospectus which may be different from the information and opinions contained in this 
document. The value of all investments and the income derived therefrom can decrease as well as increase. This may be partly due to exchange rate fluctuations 
in investments that have an exposure to currencies other than the base currency of the relevant fund. Historic performance is not a guide to future performance. 
All charts are sourced from Eclectica Asset Management LLP. Side letters: Some hedge fund investors with significant interests in the fund receive periodic 
updates on the portfolio holdings. © 2005-09 Eclectica Asset Management LLP; Registration No. OC312442; registered office at 6 Salem Road, London, W2 4BU.

http://www.eclectica-am.com/
mailto:info@eclectica-am.com

	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5
	Slide Number 6
	Slide Number 7
	Slide Number 8

